





has proposed a wind-only rate based on a wind SAR.# The wind-only SAR
would reflect characteristics unique to wind, such as intermittency/reduced
dispatchability; likelihood that wind will be located further from load (and thus
require additional transmission); and wind’s ability to avoid emissions costs that
may eventually be imposed on fossil fuel plants. The Idaho Commission has not
yet issued a decision on the proposed wind-only SAR.

As discussed in n.20, supra, California’s three utilities have implemented a
special CHP QF rate pursuant to the terms of a settlement agreement by which
the parties agreed not to oppose the utilities” request to FERC to terminate their
mandatory purchase obligation for projects larger than 20 MW. % In June 2011,
FERC approved the request, and thereafter, the QF CHP settlement rates took
effect. The settlement rates reflect the cost of avoided greenhouse gas (GHG)
emissions and include a negotiated heat rate that is more favorable to CHP than
the heat rate used for standard QF avoided cost calculations.

Overall, resource- specific QF rates are still somewhat unusual, perhaps
because of uncertainty created by FERC’s earlier policy prohibiting avoided cost
rates based on a QF-only bid process.” FERC’s recent decision in California
Public Utilities Commission, supra,®> now makes clear that resource-
differentiated rates (for all QF contracts, not just standard contracts) are
permissible. Thus, states seeking to promote development of certain types of
renewables may adopt resource-specific QF rates.

IV. FINDINGS AND CONCLUSION

States use a variety of methodologies to determine avoided costs. State
policymakers appear to have chosen policies based on several motivations,

8 In the Matter of Review of the Surrogate Avoidable Resource
Methodology, 2010 Ida PUC LEXIS 215 (October 2010).

% See Decision 11-03-051; Application 08-11-001; Rulemaking 06-02-013;
Rulemaking 04-04-003; Rulemaking 04-04-025; Rulemaking 99-11-022, 2011 Cal.
PUC LEXIS 184 (March 24, 2011).

1 Southern California Edison, supran. 9,70 FERC | 61,215 (1995), aff'd
rehearing, 71 EE.R.C. P61090 (1995).

%2 Seen. 10 supra.
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including ratepayer neutrality, least cost, and accuracy, or to provide incentives
for development of certain types of renewables.

These policy choices have the potential to significantly impact regional
markets for alternative power, including renewable energy and cogeneration, as
well as the outcome of evaluations of cost-effectiveness of energy efficiency
measures. Unfortunately, there is no available model to quantitatively compare
the impact of certain methodologies (e.g., proxy unit v. market pricing) or other
factors (such as use of resource sufficiency/deficiency) on these markets and
related economic evaluations. As noted, development of such a model was not
feasible due to differences in state methodologies (making apples-to-apples
comparison impossible) as well as lack of cost data to use in modeling.

This report recommends FERC, with input from stakeholders, develop a
model for measuring the impact of various methodologies on avoided cost rates.
The recommended quantitative model should synthesize the varied ways that
states implement avoided costs and provide an evaluation of those
methodologies best suited to carrying out PURPA’s goal of promoting
development of alternative power, including renewable energy and
cogeneration, without adverse impacts to ratepayers. Furthermore, the model
should be explicitly designed to determine appropriate ways to estimate the
benefits of energy efficiency and customer-owned and sited distributed
generation for purposes of resource planning, cost-effectiveness evaluations, and
similar analyses. FERC is the appropriate agency to undertake this task, because
FERC is charged with responsibility for implementing the rules that govern
avoided cost ratemaking at the state level and has the ability to access the utility
data necessary to conduct the analysis. Most importantly, because FERC does
not actually set avoided cost rates, it does not have a vested interest in one
methodology over another and thus, is best suited to undertake a neutral review
of the various state systems.

Even without the results of a model, however, there are many
opportunities for states to set avoided cost rates in a manner that is more
reasonable and favorable to advancing CHP and small renewable projects. As
this report discussed, FERC'’s recent decision in California Utilities Commission
allows states to set resource-specific avoided cost rates — for example, using a
wind project as a proxy for avoided cost payments to wind. Resource-specific
rates will more closely align with the capital structure and dispatch features of
various renewable and cogeneration projects.

Moreover, states can also account for avoided environmental costs in
avoided cost rates, so long as those costs are not speculative. As this report
shows, several states already account for avoided environmental costs in the
review of energy efficiency programs. FERC should review those provisions and
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suggest methodologies that states could adopt for use in setting avoided cost
rates.

However, few states are adopting either resource- specific QF rates or QF
rates that reflect avoided environmental costs. State utility regulators may not be
aware that PURPA authorizes these approaches, or they may be unsure of what
methods they should use to implement such policies. FERC analysis of these
issues, by considering regional variation in conditions such as resource
sufficiency and deficiency, could facilitate thoughtful policy deliberation by state
utility regulators and enhance the deployment of clean and efficient energy
resources.

In light of these issues, FERC’s leadership is needed to ensure the
continued vitality of PURPA and its goal of encouraging development of small,
alternative power technologies, including renewable energy and cogeneration.
FERC’s leadership is also needed to bring some clarity to the use of avoided costs
as a metric for measuring the system benefits of energy efficiency. To this end,
FERC should use its decision in California Utilities Commission as a starting
point to reaffirm states” ability to set resource-specific QF rates and consider
other factors such as avoided environmental costs.

FERC could pursue these issues either by convening a series of regional
technical conferences, or by issuing a Notice of Inquiry to gather data and other
input on existing avoided cost methodologies from stakeholders in order to
develop a detailed understating of how PURPA is implemented at the state level
and whether the factors articulated in FERC’s decision are being taken into
account. FERC could also seek comment on whether the program evaluation
and ratemaking practices used in energy efficiency programs appropriately use
avoided cost forecasts.

Although Congress afforded utilities opportunities to seek relief from
their PURPA obligations, significantly, Congress did not abolish PURPA entirely.
PURPA remains a valid law, yet its original purpose of encouraging alternative
power development remains unfulfilled. Furthermore, the use of avoided costs
in the context of energy efficiency program analysis and ratemaking is an
unanticipated extension of PURPA’s intent. By taking the actions recommended
in this paper, FERC can administer PURPA in an efficient and logical way that
results in just and reasonable rates which are nonetheless sufficient to encourage
renewables, CHP and small power production so that developers and ratepayers
can enjoy its benefits.
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APPENDIX
DISCUSSION OF STATE CHOICE OF AVOIDED COST METHODOLOGIES
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APPENDIX: DISCUSSION OF STATE CHOICE OF AVOIDED COST
METHODOLOGIES

These nine states” approaches were selected after reviewing a larger pool
of jurisdictional approaches to represent the different methods described above.

1. Massachusetts

In Massachusetts, markets are regarded as competitive and as such, QFs
are not viewed as requiring special treatment. Thus, regulated as-available or
standard offer contracts are not available to QFs in Massachusetts. Avoided cost
measurement is tied to the hourly market clearing price for energy and the
monthly clearing price for capacity, as measured by the NE ISO. Mass Regs Code
tit. 220, s. 8.05.

2. California

California has several approaches for setting avoided cost. California
recognizes that QFs are now better able to compete in more competitive markets
and also that overly generous QF standard contracts left ratepayers with higher
rates. The variety of rates offered by California, particularly to smaller QFs of
under 20 MW, reflects a desire to continue to support QFs but strike an
appropriate balance between ratepayer impacts and QF developments.®

California offers a combination of market rates (for short-run contracts).
The Commission determined that firm power and as-available power cannot be
priced identically since firm unit contingency capacity is more valuable to
purchasers.

California uses the proxy unit method (fixed payments based on the cost
of a CT unit) for as-available capacity. For long-term capacity costs, California

% See Decision 07-09-040, Opinion on Future Policy and Pricing for QFs
California’s 2007 opinion on avoided cost ratemaking, which is still largely
current, discussed the possibility of the termination of the mandatory
purchase provision in PURPA. However, because utilities still remained
subject to PURPA mandatory purchase obligation at the time the 2007 decision
issued, California did not change any of the provisions. However, in March
2011, the utilities filed a request, as part of a proposed CHP settlement, to
terminate the mandatory purchase obligation — and doing so, might lead to
changes to avoided cost rates.
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uses a market referent price (MPR) based on a CCGT unit cost. (California Dec.
Slip Op at 102).

o The Market Index Formula (MIF) is an updated SRAC formula
for pricing SRAC energy. The MIF is based on the Decision (D.) 01-03-067
Modified Transition Formula but contains both a market-based heat rate
component and an administratively determined heat rate component to
calculate the incremental energy rate (IER);

o Standard Contract Options for Expiring or Expired QF
Contracts and New QFs:

0 One- to Five-Year As-Available Power Contract.
0 One- to Ten-Year Firm, Unit-Contingent Power Contract.

0 QFs will also continue to have the option of either
participating in Investor-Owned Utilities (IOU) power
solicitations or negotiating bilateral contracts with the
IOUs.

e Prospective QF Program Contract Provisions

0 Short-Term (1-5 vears) As-Available Contracts:

* SRAC Energy Payments: MIF. Existing QF
contracts providing SRAC energy will also be
priced pursuant to the MIF.

* Payments for As-Available Capacity: Based on the
fixed cost of a CT as proposed by The Utility
Reform Network (TURN), less the estimated value
of Ancillary Services (A/S) as proposed by San
Diego Gas & Electric Company (SDG&E) and
capacity value that is recovered in market energy
prices as proposed by TURN and SDG&E.

0 Longer-Term (1-10 Years) Firm, Unit Contingent
Contracts:

* Energy Payments: MIE.

* (Capacity Payment for Firm: Based on the market
price referent (MPR) capacity cost adopted in
Resolution E-4049, less the value of energy-related
capital costs (or inframarginal rents) as proposed
by SCE.
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3. Idaho

Idaho uses a proxy unit method for avoided capacity costs for standard
contracts. Previously, QF units up to 10 MW were eligible for these contracts;
however, due to expansive growth of Idaho’s wind program, only wind and
solar projects of 100 kW or less are eligible for standard offer contracts. Idaho
employs a SAR, a hypothetical resource, as its proxy unit. The SAR is a gas-fired
CCCT unit, which the Idaho commission considers to be representative of a plant
that a utility is likely to build. Previously, a hypothetical coal-fired steam plant
with state-of-the-art emission controls served as the basis of the SAR.% The SAR
method also includes generic values for capital costs and fixed and variable
O&M.

Idaho has two energy rates for standard offer contracts: one for fossil
fueled projects, and the other for “non-fueled” projects which include hydro,
wind, solar, and biomass. The rates for fueled projects are adjustable and
intended to track natural gas prices.”> Idaho uses a price forecast for gas which
includes the NPCC nominal fuel price escalation rate. Non-fueled projects have
fixed rates, which are generally higher than rates for fueled projects.®

For projects that exceed the size limit for the standard contract, Idaho uses
an IRP-based DRR approach.?” First, the utility determines through its least-cost
plan model the cost of meeting load over the next 20 years. Whenever a proposed
QF project is offered to the utility, the utility inserts the generation and capacity
of the project into the model and determines what cost would be avoided over
the 20-year period. That avoided cost is the rate available to the developer. The

94 1995 Ida. PUC LEXIS 126.

% Fueled and non-fueled is a term-of-art distinction in Idaho. Non-fueled
projects are renewables projects while fueled projects use non-renewable fuel
sources.

% In the Matter of Petition of Idaho Power Company for a Declaratory
Order Concerning Entitlement to Published Rates for Non-fueled Small Power
production Facilities, Order No. 28945 (2002)(explaining difference between
tueled and non-fueled projects).

97 Recently, Idaho determined that wind and solar projects larger than 100
kw would no longer be eligible for standard contacts in light of utility concerns
that they could no longer accommodate additional wind power. Previously
projects of up to 10 MW were able to qualify. Idaho Commission, Docket GNR-
E-10-04.
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Idaho Commission explains that requiring developers of such projects to prove
their viability by market standards ensures that utilities will not be required to
acquire resources priced higher than would result from a least-cost planning
process.”

4. Utah

Like Oregon, Utah applies different methodologies depending upon
whether utilities are in a resource sufficiency or deficiency period.” During
periods of resource sufficiency (as determined by a utility’s IRP) avoided costs
are determined using the DRR method. This is done by evaluating system energy
costs with and without the addition of a 10-MW, zero-cost resource. Capacity
payments are based on the fixed costs of a SCCT proxy resource for months
during the resource sufficiency period in which the utility is capacity deficient
and the utility plans to purchase this capacity.

During periods of resource deficiency, avoided capacity and energy costs
are based on the proxy plant method. Avoided capacity and energy costs are
developed from the expected costs of resource(s) the utility plans to build or buy
and which are avoidable or deferrable.1%

5. Montana

Montana’s standard rates apply to QFs up to 10 MW. For NWE (the
primary utility), there are several rate options for non-wind and three rate
options for wind. The Montana Commission adopted a multi-option approach to
expose ratepayers and QFs to different risks and opportunities and extend non-
discriminatory opportunities to QFs. The various standard offer rates are
calculated as follows:10!

Option 1 is based on a projection of the revenue requirements for the
Colstrip-4 coal-fired plant as a proxy on a levelized basis. The costs are
separated into energy and capacity by using the 2007 RPP/FSCCCT costs as the

% Idaho, 2009 Ida. PUC LEXIS 161.

9 Docket No. 09-035, 2009 Utah PUC LEXIS 420 (2009).

100 74

101 [N THE MATTER OF the Northwestern Energy's Application for
Approval of Avoided Cost Tariff For New Qualifying Facilities (2010 Mont. PUC
LEXIS 31).
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basis for capacity costs. Option 1 applies to long-term, short-term and wind-only
contracts.

Option 2 offers two market-based rates based on the market-based
acquisition price for Colstrip 4 — which is a proxy for the cost of baseload market
products that NWE will avoid with its purchase of QF power.

QFs larger than 10 MW must compete and can receive a long-term
contract through an all source competitive bid selection. Pending selection in a
competitive solicitation, all QFs are entitled to sell power under a short-term
avoided cost tariff or short-term contract.

Option 3 establishes a standard rate for wind that reflects costs NWE
would incur to acquire alternate wind resources. The Commission noted that a
wind-only rate was necessary given that 85 percent of QFs in NWE’s queue are
wind.

6. Oregon

In Oregon, the Commission has emphasized policies such as the need for
avoided costs to accurately reflect incremental costs and avoiding burdens to
ratepayers.'®? Thus, Oregon requires different methodologies in resource
sufficient and deficient periods (as determined by the IRP).

For resource deficient periods, Oregon uses the proxy method. Avoided
cost rates reflect the variable and fixed costs of a CCCT.1% The Oregon
Commission rejected use of a market methodology in resource deficient periods
and chose the proxy methodology instead because it better reflected the longer-
term resource decisions that a utility must acquire when it is in a deficient
period. The Commission explains:

Although a utility may acquire market resources as demand
gradually builds, at some point the increase in demand warrants the
utility making plans to build or acquire long-term generation
resources. At that point, calculation of avoided costs should reflect the
potential deferral or avoidance of such generation resources.04

102 Order 05-584.

103 Oregon is currently considering an alternative approach which would
base avoided cost rates on either CCCT as a proxy unit or the next renewable
resources as a proxy. 2010 Ore. PUC LEXIS 423.

104 242 PU.R.4th 140 at *78.
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The Oregon Commission also offers several options for setting prices
once the proxy methodology is adopted. Consistent with its desire for
accuracy, the Oregon Commission offers three pricing methodologies: (a)
fixed pricing, which sets prices at the time the contract is executed and is
based on forecasted natural gas pricing; (b) deadband method, which binds
a QF’s rates within a floor and ceiling based on 90 to 100 percent of the
natural gas price forecast in the avoided cost filing; and (c) the gas market
method, which uses a monthly indexed price with no forecast to set avoided
cost rates.1% The Oregon Commission also believes that these different
options will afford flexibility to QFs to choose avoided cost payments that
will best support the project.

When a utility is in a resource sufficient position, the Commission
determined that avoided cost would be valued based on an energy-only option
reflecting monthly on- and off-peak, forward market prices as of the avoided cost
tiling.

7. North Carolina

In North Carolina, utilities submit biennial avoided cost calculations and
the North Carolina Commission approves a variety of approaches. North
Carolina has approved use of both the DRR and peaker approach, finding that
these methodologies are generally accepted throughout the electric industry —
and that the three utilities in the state (Progress Energy Carolinas, Duke Energy
Carolinas, and Dominion North Carolina Power) should not be required to use a
common methodology.1% Standard rates must be offered based on one of these
approaches: for example, Progress Energy provides standard contracts of 5, 10
and 15-year duration with levelized capacity and energy rates calculated by the
DRR methodology for hydro QF and waste, solar, wind or biomass QFs of 5 MW
or less. Standard contracts are available for hydro QFs of 3 MW or less. North
Carolina makes longer-term standard contracts available to encourage these
technologies. As an alternative to DRR, these QFs may choose avoided cost rates
based upon the Locational Marginal Pricing (LMP) methodology as applied to
the PJM Interconnection, LLC (PJM) market.

105 I

1062007 NC PUC LEXIS 1786 at *26.
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QFs that do not qualify for standard contracts may participate in a utility’s
competitive bidding process and receive rates based on selection. When a
request for proposals (RFP) is not available, the QF can sell energy at a variable
energy rate or at negotiated rates.

8. Georgia

Georgia uses a competitive bidding process to determine the cost of a
proxy unit. The utility will determine its needs for long-term capacity and use
the RFP process to set avoided cost payments. Georgia uses this approach to
protect ratepayers and ensure that they do not overpay.1?”

QFs of 5 MW or more must bid into the RFP; QFs of 5 MWs or less are
exempt and may accept the avoided cost of the first displaced bidder without
participating. By using the prices received through the bid process, a proxy base
load unit can be created that reflects the same overall cost as the bid price would
create over time.1% Capacity costs reflect units identified in RFP.

9. Florida

Florida uses a proxy methodology. Rules 25-17.250(1) and (2)(a), of
Florida's Administrative Code, require each electric IOU to annually file a
standard offer contract for the purchase of firm capacity and energy from
renewable generating facilities and small qualifying facilities with a design
capacity of 100 kW or less. The standard offer contracts reflect each IOU's next
avoided unit shown in its most recent Ten-Year Site Plan.

The utility may close its standard offer when one of the following events
occurs. First, once the utility issues an RFP for an avoided unit, it can close the
standard offer. But, the utility can also close the standard offer in the absence of,
or prior to the issuance of, an RFP. For instance, when the utility identifies the
avoided unit that is the basis for a standard offer, it will propose a limit as to the
amount of QF capacity that will “fully subscribe” the avoided unit. Once the
limit has been reached, the utility can act to close the standard offer (and propose
another based on the next unit in its plan). The utility can request closure of the
standard offer at any point at which the avoided unit on which the standard offer
contract is based is no longer part of its expansion plan. This may or may not be
at the time the utility submits its next Ten- Year Site Plan.

107 Petition of Biomass Gas & Electric, 2004 GA PUC LEXIS 43 (2005).

108 4
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